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INTRODUCTION

This document®, prepared by the staff of the Joint Committee on Taxation, provides a
description of the Chairman’s modification to the provisions of the “ Jobs and Growth Tax Act of
2003.” The Senate Committee on Finance has scheduled a markup of this proposal for May 8,
2003.

! This document may be cited as follows: Joint Committee on Taxation, Description of
the Chairman’s Modification to the Provisions of the *“ Jobs and Growth Tax Act of 2003.”
(JCX-44-03), May 8, 2003.



[.MODIFICATIONSTO
THE JOBSAND GROWTH ACT OF 2003

The following modifications are made to the provisions of the Jobs and Growth Act of
2003.

A. Alternative Minimum Tax Exemption Amounts

The proposal increasesthe AMT exemption amount for married taxpayersfiling ajoint
return and surviving spouses to $61,000, and for unmarried taxpayers to $41,750, for taxable
years beginning in 2003, 2004 and 2005.



B. Partial Exclusion of Dividend Income from Tax
Present L aw

Under present law, dividends received by an individual are included in gross income and
taxed as ordinary income at rates up to 38.6 percent.?

Description of Proposal

Under the proposal, an individual may exclude from gross income the first $500 ($250 in
the case of amarried individual filing a separate return) of dividends received from domestic
corporations in ataxable year plus 10 percent (20 percent in the case of taxable years beginning
after December 31, 2007) of the dividends received in excess of $500 (or $250).

If a shareholder does not hold a share of stock for more than 45 days during the 90-day
period beginning 45 days before the ex-dividend date (as measured under section 246(c)), *
dividends received on the stock are not eligible for the exclusion. Also, the exclusion is not
available for dividends to the extent that the taxpayer is obligated to make related payments with
respect to positions in substantially similar or related property.

If an individual receives an extraordinary dividend (within the meaning of section
1059(c)) eligible for the exclusion with respect to any share of stock, any loss on the sale of the
stock istreated as along-term capital 1oss to the extent of the amount of the dividend.

A dividend istreated as investment income for purposes of determining the amount of
deductible investment interest only if the taxpayer electsto treat the dividend as not eligible for
the exclusion.

The amount of dividends qualifying for the exclusion that may be paid by aregulated
investment company or real estate investment trust, for any taxable year that the aggregate
qualifying dividends received by the company or trust are less than 95 percent of its gross
income (as specially computed), may not exceed the amount of such aggregate dividends
received by the company or trust.

The exclusion does not apply to dividends received from an organization that was exempt
from tax under section 501 or was a tax-exempt farmers’ cooperative in either the taxable year of
the distribution or the preceding taxable year; dividends received from a mutual savings bank
that received a deduction under section 591; or deductible dividends paid on employer securities.

In the case of anonresident alien, the exclusion applies only for purposes of determining
the taxes imposed pursuant to sections 871(b) and 877.

2 Another provision of the proposal reduces the maximum rate to 35 percent.

% Inthe case of preferred stock, the periods are doubled.



Dividends excluded under the proposal are included in modified adjusted gross income
for purposes of the provisions of the Code determining the amount of any income inclusion,
exclusion, deduction or credit based on the amount of that income. Also in determining
eigibility for the earned income credit, any dividends excluded from gross income under this
provision are included in disqualified income for purposes of the determining whether the
individual has excessive investment income.

Thetax rate for the accumulated earnings tax (sec. 531) and the personal holding
company tax (sec. 541) is reduced to 90 percent (80 percent in the case of taxable years
beginning after December 31, 2007) of the highest individual tax rate.

Amounts treated as ordinary income on the disposition of certain preferred stock (sec.
306) are treated as dividends for purposes of the proposal.

The collapsible corporation rules (sec. 341) are repealed.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003, and
beginning before January 1, 2013.



[I. NEW PROVISIONS
A. Proposals Designed to Curtail Tax Shelters
1. Clarification of the economic substance doctrine
Present L aw
In general

The Code provides specific rules regarding the computation of taxable income, including
the amount, timing, source, and character of items of income, gain, loss and deduction. These
rules are designed to provide for the computation of taxable income in a manner that provides for
adegree of specificity to both taxpayers and the government. Taxpayers generally may plan
their transactions in reliance on these rules to determine the federal income tax consequences
arising from the transactions.

In addition to the statutory provisions, courts have developed several doctrines that can
be applied to deny the tax benefits of tax motivated transactions, notwithstanding that the
transaction may satisfy the literal requirements of a specific tax provision. The common-law
doctrines are not entirely distinguishable, and their application to a given set of factsis often
blurred by the courts and the IRS. Although these doctrines serve an important role in the
administration of the tax system, invocation of these doctrines can be seen as at odds with an
objective, “rule-based” system of taxation. Nonetheless, courts have applied the doctrines to
deny tax benefits arising from certain transactions.*

A common-law doctrine applied with increasing frequency is the “economic substance”
doctrine. In general, this doctrine denies tax benefits arising from transactions that do not result
in ameaningful change to the taxpayer’ s economic position other than a purported reduction in
federal income tax.’

Economic substance doctrine

Courts generally deny claimed tax benefitsif the transaction that gives rise to those
benefits lacks economic substance independent of tax considerations -- notwithstanding that the
purported activity actually occurred. The tax court has described the doctrine as follows:

* See, e.g., ACM Partnership v. Commissioner, 157 F.3d 231 (3d Cir. 1998), aff'g 73
T.C.M. (CCH) 2189 (1997), cert. denied 526 U.S. 1017 (1999).

> Closely related doctrines also applied by the courts (sometimes interchangeable with
the economic substance doctrine) include the “ sham transaction doctrine” and the “business
purpose doctrine”. See, e.g., Knetsch v. United Sates, 364 U.S. 361 (1960) (denying interest
deductions on a“sham transaction” whose only purpose was to create the deductions).



Thetax law . . . requires that the intended transactions have economic substance
separate and distinct from economic benefit achieved solely by tax reduction.
The doctrine of economic substance becomes applicable, and ajudicial remedy is
warranted, where ataxpayer seeks to claim tax benefits, unintended by Congress,
by means of transactions that serve no economic purpose other than tax savings.®

Business purpose doctrine

Another common law doctrine that overlays and is often considered together with (if not
part and parcel of) the economic substance doctrine is the business purpose doctrine. The
business purpose test is a subjective inquiry into the motives of the taxpayer -- that is, whether
the taxpayer intended the transaction to serve some useful non-tax purpose. In making this
determination, some courts have bifurcated a transaction in which independent activities with
non-tax objectives have been combined with an unrelated item having only tax-avoidance
objectivesin order to disallow the tax benefits of the overall transaction.”

Application by the courts

Elements of the doctrine

Thereisalack of uniformity regarding the proper application of the economic substance
doctrine. Some courts apply a conjunctive test that requires a taxpayer to establish the presence
of both economic substance (i.e., the objective component) and business purpose (i.e., the
subjective component) in order for the transaction to sustain court scrutiny.® A narrower
approach used by some courtsis to invoke the economic substance doctrine only after a
determination that the transaction lacks both a business purpose and economic substance (i.e., the
existence of either a business purpose or economic substance would be sufficient to respect the
transaction).’ A third approach regards economic substance and business purpose as “simply

® ACM Partnership v. Commissioner, 73 T.C.M. at 2215.
" ACM Partnership v. Commissioner, 157 F.3d at 256 n.48.

8 See, e.g., Pasternak v. Commissioner, 990 F.2d 893, 898 (6" Cir. 1993) (“The
threshold question is whether the transaction has economic substance. If the answer isyes, the
question becomes whether the taxpayer was motivated by profit to participate in the
transaction.”)

° See, eg., Rice's Toyota World v. Commissioner, 752 F.2d 89, 91-92 (4™ Cir. 1985)
(“To treat atransaction as a sham, the court must find that the taxpayer was motivated by no
business purposes other than obtaining tax benefits in entering the transaction, and, second, that
the transaction has no economic substance because no reasonable possibility of a profit exists.”);
IESIndustries v. United Sates, 253 F.3d 350, 358 (8" Cir. 2001) (“In determining whether a
transaction is a sham for tax purposes [under the Eighth Circuit test], a transaction will be
characterized as a sham if it is not motivated by any economic purpose out of tax considerations
(the business purpose test), and if it is without economic substance because no real potential for
profit exists’ (the economic substance test).”) As noted earlier, the economic substance doctrine
and the sham transaction doctrine are similar and sometimes are applied interchangeably. For a



more precise factors to consider” in determining whether a transaction has any practical
economic effects other than the creation of tax benefits.™

Profit potential

There alsoisalack of uniformity regarding the necessity and level of profit potential
necessary to establish economic substance. Since the time of Gregory, several courts have
denied tax benefits on the grounds that the subject transactions lacked profit potential.** In
addition, some courts have applied the economic substance doctrine to disallow tax benefitsin
transactions in which ataxpayer was exposed to risk and the transaction had a profit potential,
but the court concluded that the economic risks and profit potential were insignificant when
compared to the tax benefits.’> Under this analysis, the taxpayer’ s profit potential must be more
than nominal. Conversely, other courts view the application of the economic substance doctrine
as requiring an objective determination of whether a*“reasonable possibility of profit” from the
transaction existed apart from the tax benefits.™® In these cases, in assessing whether a

more detailed discussion of the sham transaction doctrine, see, e.g., Joint Committee on
Taxation, Study of Present-Law Penalty and Interest Provisions as Required by Section 3801 of
the Internal Revenue Service Restructuring and Reform Act of 1998 (including Provisions
Relating to Corporate Tax Shelters) (JCS-3-99) at 182.

10 See e.g., ACM Partnership v. Commissioner, 157 F.3d at 247; James v.
Commissioner, 899 F.2d 905, 908 (10" Cir. 1995); Sacks v. Commissioner, 69 F.3d 982, 985 (9"
Cir. 1995) (“Instead, the consideration of business purpose and economic substance are ssimply
more precise factorsto consider . . ..\We have repeatedly and carefully noted that this formulation
cannot be used as a ‘rigid two-step analysis'.”).

1 See eg., Knetsch, 364 U.S. at 361; Goldstein v. Commissioner, 364 F.2d 734 (2d Cir.
1966) (holding that an unprofitable, leveraged acquisition of Treasury bills, and accompanying
prepaid interest deduction, lacked economic substance); Ginsburg v. Commissioner, 35 T.C.M.
(CCH) 860 (1976) (holding that aleveraged cattle-breeding program lacked economic
substance).

12 See, e.g., Goldstein v. Commissioner, 364 F.2d at 739-40 (disallowing deduction even
though taxpayer had a possibility of small gain or loss by owning Treasury bills); Sheldon v.
Commissioner, 94 T.C. 738, 768 (1990) (stating, “potential for gain . . . isinfinitesmally
nominal and vastly insignificant when considered in comparison with the claimed deductions”).

13 See, eg., Rice's Toyota World v. Commissioner, 752 F.2d at 94 (the economic
substance inquiry requires an objective determination of whether a reasonable possibility of
profit from the transaction existed apart from tax benefits); Compag Computer Corp. v.
Commissioner, 277 F.3d at 781 (applied the same test, citing Rice' s Toyota World); IES
Industries v. United States, 253 F.3d at 354 (the application of the objective economic substance
test involves determining whether there was a “ reasonabl e possibility of profit . . . apart from tax
benefits.”).



reasonable possibility of profit exists, it is sufficient if thereisanomina amount of pre-tax profit
as measured against expected net tax benefits.

Description of Proposal

In general

The proposal clarifies and enhances the application of the economic substance doctrine.
The proposal provides that a transaction has economic substance (and thus satisfies the economic
substance doctrine) only if the taxpayer establishes that (1) the transaction changesin a
meaningful way (apart from Federal income tax consequences) the taxpayer’ s economic position,
and (2) the taxpayer has a substantial non-tax purpose for entering into such transaction and the
transaction is a reasonable means of accomplishing such purpose.™

The proposal does not change current law standards used by courts in determining when
to utilize an economic substance analysis. Also, the proposal does not alter the court's ability to
aggregate or disaggregate a transaction when applying the doctrine. The proposal provides a
uniform definition of economic substance, but does not alter court flexibility in other respects.

Conjunctive analysis

The proposal clarifies that the economic substance doctrine involves a conjunctive
analysis -- there must be an objective inquiry regarding the effects of the transaction on the
taxpayer’ s economic position, as well as a subjective inquiry regarding the taxpayer’ s motives
for engaging in the transaction. Under the proposal, a transaction must satisfy both tests -- i.e,, it
must change in a meaningful way (apart from Federal income tax consequences) the taxpayer’s
economic position, and the taxpayer must have a substantial non-tax purpose for entering into
such transaction (and the transaction is a reasonable means of accomplishing such purpose) -- in
order to satisfy the economic substance doctrine. This clarification eliminates the disparity that
exists among the circuits regarding the application of the doctrine, and modifiesits application in
those circuits in which either a change in economic position or a non-tax business purpose
(without having both) is sufficient to satisfy the economic substance doctrine.

Non-tax business purpose

The proposal provides that ataxpayer’ s non-tax purpose for entering into atransaction
(the second prong in the analysis) must be “substantial,” and that the transaction must be “a
reasonable means’ of accomplishing such purpose. Under this formulation, the non-tax purpose

4 |f the tax benefits are clearly contemplated and expected by the language and purpose
of the relevant authority, it is not intended that such tax benefits be disallowed if the only reason
for such disallowance is that the transaction fail s the economic substance doctrine as defined in
this proposal.

10



for the transaction must bear a reasonable relationship to the taxpayer’s normal business
operations or investment activities.™

In determining whether a taxpayer has a substantial non-tax business purpose, an
objective of achieving afavorable accounting treatment for financial reporting purposes will not
be treated as having a substantial non-tax purpose.’® Furthermore, a transaction that is expected
to increase financial accounting income as aresult of generating tax deductions or losses without
a corresponding financial accounting charge (i.e., a permanent book-tax difference)'’ should not
be considered to have a substantial non-tax purpose unless a substantial non-tax purpose exists
apart from the financial accounting benefits.'®

By requiring that a transaction be a “reasonable means” of accomplishing its non-tax
purpose, the proposal broadens the ability of the courts to bifurcate a transaction in which
independent activities with non-tax objectives are combined with an unrelated item having only
tax-avoidance objectives in order to disallow the tax benefits of the overall transaction.

15 See, Martin McMahon Jr., Economic Substance, Purposive Activity, and Corporate
Tax Shelters, 94 Tax Notes 1017, 1023 (Feb. 25, 2002) (advocates “ confining the most rigorous
application of business purpose, economic substance, and purposive activity tests to transactions
outside the ordinary course of the taxpayer’ s business -- those transactions that do not appear to
contribute to any business activity or objective that the taxpayer may have had apart from tax
planning but are merely loss generators.”); Mark P. Gergen, The Common Knowledge of Tax
Abuse, 54 SMU L. Rev. 131, 140 (Winter 2001) (“The message is that you can pick up tax gold
if you find it in the street while going about your business, but you cannot go hunting for it.”).

1 However, if the tax benefits are clearly contemplated and expected by the language
and purpose of the relevant authority, such tax benefits should not be disallowed solely because
the transaction resultsin afavorable accounting treatment. An exampleisthe repealed foreign
sales corporation rules.

7 Thisincludes tax deductions or losses that are anticipated to be recognized in a period
subsequent to the period the financial accounting benefit is recognized. For example, FAS 109
in some cases permits the recognition of financial accounting benefits prior to the period in
which the tax benefits are recognized for income tax purposes.

8 Claiming that afinancial accounting benefit constitutes a substantial non-tax purpose
faillsto consider the origin of the accounting benefit (i.e., reduction of taxes) and significantly
diminishes the purpose for having a substantial non-tax purpose requirement. See, e.g.,
American Electric Power, Inc. v. U.S, 136 F. Supp. 2d 762, 791-92 (S.D. Ohio, 2001) (“AEP's
intended use of the cash flows generated by the [corporate-owned life insurance] planis
irrelevant to the subjective prong of the economic substance analysis. If alegitimate business
purpose for the use of the tax savings ‘ were sufficient to breathe substance into a transaction
whose only purpose was to reduce taxes, [then] every sham tax-shelter device might succeed,’”
citing Winn-Dixie v. Commissioner, 113 T.C. 254, 287 (1999)).

11



Profit potential

Under the proposal, ataxpayer may rely on factors other than profit potential to
demonstrate that a transaction results in a meaningful change in the taxpayer’ s economic
position; the proposal merely sets forth a minimum threshold of profit potential if that test is
relied on to demonstrate a meaningful change in economic position. If ataxpayer relieson a
profit potential, however, the present value of the reasonably expected pre-tax profit must be
substantial in relation to the present value of the expected net tax benefits that would be allowed
if the transaction were respected.”® Moreover, the profit potential must exceed arisk-free rate of
return. In addition, in determining pre-tax profit, fees and other transaction expenses and foreign
taxes are treated as expenses.

A lessor of tangible property subject to aqualified lease shall be considered to have
satisfied the profit test with respect to the leased property. For this purpose, a“‘qualified lease” is
alease that satisfies the factors for advance ruling purposes as provided by the Treasury
Department.®In applying the profit test to the lessor of tangible property, certain deductions and
other applicable tax credits (such as the rehabilitation tax credit and the low income housing tax
credit) are not taken into account in measuring tax benefits. Thus, atraditional leveraged leaseis
not affected by the proposal to the extent it meets the present law standards.

Transactions with tax-indifferent parties

The proposal aso provides special rules for transactions with tax-indifferent parties. For
this purpose, a tax-indifferent party means any person or entity not subject to Federal income tax,
or any person to whom an item would have no substantial impact on itsincome tax liability.
Under these rules, the form of afinancing transaction will not be respected if the present value of
the tax deductionsto be claimed is substantially in excess of the present value of the anticipated
economic returns to the lender. Also, the form of atransaction with a tax-indifferent party will
not be respected if it resultsin an allocation of income or gain to the tax-indifferent party in
excess of the tax-indifferent party’ s economic gain or income or if the transaction results in the
shifting of basis on account of overstating the income or gain of the tax-indifferent party.

Other rules

The Secretary may prescribe regulations which provide (1) exemptions from the
application of this proposal, and (2) other rules as may be necessary or appropriate to carry out
the purposes of the proposal.

9 Thus, a“reasonable possibility of profit” will not be sufficient to establish that a
transaction has economic substance.

20 See Rev. Proc. 2001-28, 2001-19 |.R.B. 1156 which provides guidelines that must be
present for aleaseto be eligible for advance ruling purposes. It isintended that alease that
satisfies Treasury Department guidelines for advance ruling purposes would be treated as a
qualified lease.

12



No inference isintended as to the proper application of the economic substance doctrine
under present law. In addition, except with respect to the economic substance doctrine, the
proposal shall not be construed as altering or supplanting any other common law doctrine
(including the sham transaction doctrine), and this proposal shall be construed as being additive
to any such other doctrine.

Effective Date

The proposal appliesto transactions entered into after the date of enactment.
2. Penalty for failureto disclose reportable transactions
Present L aw

Regulations under section 6011 require ataxpayer to disclose with itstax return certain
information with respect to each “reportable transaction” in which the taxpayer participates®

There are six categories of reportable transactions. The first category is any transaction
that is the same as (or substantially similar to)?* atransaction that is specified by the Treasury
Department as atax avoidance transaction whose tax benefits are subject to disallowance under
present law (referred to asa“listed transaction” ).

The second category is any transaction that is offered under conditions of confidentiality.
In general, if ataxpayer’s disclosure of the structure or tax aspects of the transaction is limited in
any way by an express or implied understanding or agreement with or for the benefit of any
person who makes or provides a statement, oral or written, as to the potential tax consequences
that may result from the transaction, it is considered offered under conditions of confidentiality
(whether or not the understanding is legally binding).?*

1 On February 27, 2003, the Treasury Department and the IRS released final regulations
regarding the disclosure of reportable transactions. In general, the regulations are effective for
transactions entered into on or after February 28, 2003.

The discussion of present law refers to the new regulations. The rules that apply with
respect to transactions entered into on or before February 28, 2003, are contained in Treas. Reg.
sec. 1.6011-4T in effect on the date the transaction was entered into.

2 The regulations clarify that the term “substantially similar” includes any transaction
that is expected to obtain the same or similar types of tax consequences and that is either
factually similar or based on the same or similar tax strategy. Further, the term must be broadly
construed in favor of disclosure. Treas. Reg. sec. 1-6011-4(c)(4).

8 Treas. Reg. sec. 1.6011-4(b)(2).

2 Treas. Reg. sec. 1.6011-4(b)(3).

13



The third category of reportable transactionsis any transaction for which (1) the taxpayer
has the right to afull or partial refund of feesif the intended tax consequences from the
transaction are not sustained or, (2) the fees are contingent on the intended tax consequences
from the transaction being sustained.®

The fourth category of reportable transactions relates to any transaction resulting in a
taxpayer claiming aloss (under section 165) of at least (1) $10 million in any single year or $20
million in any combination of years by a corporate taxpayer or a partnership with only corporate
partners; (2) $2 million in any single year or $4 million in any combination of years by all other
partnerships, S corporations, trusts, and individuals; or (3) $50,000 in any single year for
individuals or trusts if the loss arises with respect to foreign currency translation losses.?

The fifth category of reportable transactions refers to any transaction done by certain
taxpayers’’ in which the tax treatment of the transaction differs (or is expected to differ) by more
than $10 million from its treatment for book purposes (using generally accepted accounting
principles) in any year.?®

Thefinal category of reportable transactionsis any transaction that resultsin atax credit
exceeding $250,000 (including aforeign tax credit) if the taxpayer holds the underlying asset for
less than 45 days.”®

Under present law, there is no specific penalty for failing to disclose a reportable
transaction; however, such afailure may jeopardize ataxpayer’s ability to claim that any income
tax understatement attributable to such undisclosed transaction is due to reasonable cause, and
that the taxpayer acted in good faith.*

? Treas. Reg. sec. 1.6011-4(b)(4).

% Treas. Reg. sec. 1.6011-4(b)(5). IRS Rev. Proc. 2003-24, 2003-11 |.R.B. 599,
exempts certain types of losses from this reportable transaction category.

2" The significant book-tax category applies only to taxpayers that are reporting
companies under the Securities Exchange Act of 1934 or business entities that have $250 million
Or more in gross assets.

8 Treas. Rey. sec. 1.6011-4(b)(6). IRS Rev. Proc. 2003-25, 2003-11 |.R.B. 601,
exempts certain types of transactions from this reportable transaction category.

® Treas. Reg. sec. 1.6011-4(b)(7).

30 Section 6664(c) provides that a taxpayer can avoid the imposition of a section 6662
accuracy-related penalty in caseswhere the taxpayer can demonstrate that there was reasonable
cause for the underpayment and that the taxpayer acted in good faith. On December 31, 2002,
the Treasury Department and IRS issued proposed regulations under sections 6662 and 6664
(REG-126016-01) that limit the defenses avail able to the imposition of an accuracy-related
penalty in connection with a reportabl e transaction when the transaction is not disclosed.

14



Description of Proposal

In general

The proposal creates anew penalty for any person who fails to include with any return or
statement any required information with respect to a reportable transaction. The new penalty
applies without regard to whether the transaction ultimately results in an understatement of tax,
and applies in addition to any accuracy-related penalty that may be imposed.

Transactions to be disclosed

The proposal does not define the terms “listed transaction”*" or “reportable transaction,”

nor does the proposal explain the type of information that must be disclosed in order to avoid the
imposition of a penalty. Rather, the proposal authorizes the Treasury Department to define a
“listed transaction” and a“ reportable transaction” under section 6011.

Penalty rate

The penalty for failing to disclose a reportable transaction is $50,000. The amount is
increased to $100,000 if the failure is with respect to alisted transaction. For large entities and
high net worth individuals, the penalty amount is doubled (i.e., $100,000 for areportable
transaction and $200,000 for alisted transaction). The penalty cannot be waived with respect to
alisted transaction. Asto reportable transactions, the penalty can be rescinded (or abated) only
if: (1) the taxpayer on whom the penalty is imposed has a history of complying with the Federal
tax laws, (2) it is shown that the violation is due to an unintentional mistake of fact, (3) imposing
the penalty would be against equity and good conscience, and (4) rescinding the penalty would
promote compliance with the tax laws and effective tax administration. The authority to rescind
the penalty can only be exercised by the IRS Commissioner personally or the head of the Office
of Tax Shelter Analysis. Thus, the penalty cannot be rescinded by a revenue agent, an Appeals
officer, or any other IRS personnel. The decision to rescind a penalty must be accompanied by a
record describing the facts and reasons for the action and the amount rescinded. There will be no
taxpayer right to appeal arefusal to rescind a penalty. The IRS aso isrequired to submit an
annual report to Congress summarizing the application of the disclosure penalties and providing
adescription of each penalty rescinded under this proposal and the reasons for the rescission.

A “large entity” is defined as any entity with gross receiptsin excess of $10 million in the
year of the transaction or in the preceding year. A “high net worth individual” is defined as any
individual whose net worth exceeds $2 million, based on the fair market value of the individual’s
assets and liabilitiesimmediately before entering into the transaction.

31 The proposal states that, except as provided in regulations, alisted transaction means a
reportabl e transaction, which is the same as, or substantially similar to, a transaction specifically
identified by the Secretary as atax avoidance transaction for purposes of section 6011. For this
purpose, it is expected that the definition of “ substantially similar” will be the definition used in
Treas. Reg. sec. 1.6011-4(c)(4). However, the Secretary may modify this definition (as well as
the definitions of “listed transaction” and “ reportable transactions”) as appropriate.
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A public entity that is required to pay a penalty for failing to disclose alisted transaction
(or is subject to an understatement penalty attributable to a non-disclosed listed transaction, a
non-disclosed reportable avoidance transaction,® or a transaction that lacks economic substance)
must disclose the imposition of the penalty in reports to the Securities and Exchange
Commission for such period as the Secretary shall specify. The proposal applies without regard
to whether the taxpayer determines the amount of the penalty to be material to the reportsin
which the penalty must appear, and treats any failure to disclose a transaction in such reports as a
failure to disclose alisted transaction. A taxpayer must disclose a penalty in reports to the
Securities and Exchange Commission once the taxpayer has exhausted its administrative and
judicial remedies with respect to the penalty (or if earlier, when paid).

Effective Date

The proposal is effective for returns and statements the due date for which is after the
date of enactment.

3. Madifications to the accuracy-related penaltiesfor listed transactions and reportable
transactions having a significant tax avoidance pur pose

Present L aw

The accuracy-related penalty applies to the portion of any underpayment that is
attributable to (1) negligence, (2) any substantial understatement of income tax, (3) any
substantial valuation misstatement, (4) any substantial overstatement of pension liabilities, or (5)
any substantial estate or gift tax valuation understatement. If the correct income tax liability
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of corporations), then a substantial understatement exists and a penalty may
be imposed equal to 20 percent of the underpayment of tax attributable to the understatement.>
The amount of any understatement generally is reduced by any portion attributable to an item if
() the treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment.®

Special rules apply with respect to tax shelters.®* For understatements by non-corporate
taxpayers attributable to tax shelters, the penalty may be avoided only if the taxpayer establishes
that, in addition to having substantial authority for the position, the taxpayer reasonably believed
that the treatment claimed was more likely than not the proper treatment of theitem. This
reduction in the penalty is unavailable to corporate tax shelters.

% A reportable avoidance transaction is a reportable transaction with a significant tax
avoidance purpose.

% Sec. 6662.
3 Sec. 6662(d)(2)(B).
% Sec. 6662(d)(2)(C).
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The understatement penalty generally is abated (even with respect to tax shelters) in cases
in which the taxpayer can demonstrate that there was “reasonable cause” for the underpayment
and that the taxpayer acted in good faith.*® The relevant regulations provide that reasonable
cause exists where the taxpayer “reasonably relies in good faith on